INTRODUCTION
Inflation is one of the key aspects of macroeconomic instability in the countries of transition, as it has a strong influence on many economic parameters (state budget, exchange rate, interest rate, wages, level of poverty, etc.). Moreover, high inflation undermines general trust to political and economic system in the country. At the same time inflation is a part of everyday lives, and it is one of the most popular economic terms. Consequently, there exists a number of different definitions of inflation, however, the most popular and the most widely used is Friedman definition of inflation, according to which it reflects the continuous growth of the general level of prices in the country.
Since inflation always causes costs of different kind, increase in the price level is never considered as desirable. In economic literature the costs of inflation are divided on two categories: the costs of fully-unticipated and unanticipated inflation. 1 The costs of a fullyanticipated inflation include: (i) the cost of economising on real money balances (so-called shoe-leather effects); (ii) the costs of operating a less-than-perfectly indexed tax system; (iii) the costs of front-end loading of nominal debt contracts; and (iv) the cost of constantly revising price lists (so-called menu costs). The costs of unanticipated inflation (price shocks)
include: (i) costs associated with financial risk linked to long-term contracts, costs of contract insurance etc; and (ii) costs associated with nonefficient use of the resources (resulting from misunderstaning of their real prices, since in inflationary environment it is difficult to understand and measure dynamics of relative prices in the economy).
Because shopping, and thereby noticing prices, is an everyday activity for ordinary people, thinking about prices is also a major part of people's thinking, and the subject "inflation" is one of great personal interest for most people. Ordinary people, perceive problems caused by inflation in slighly different way than economists. Shiller (1996) , based on the survey performed in several countries, found that among non-economists, the largest concern with inflation appears to be that it lowers people's standard of living. Non-economists appear often to believe in a sort of sticky-wage model, by which wages do not respond to inflationary shocks, shocks which are themselves perceived as caused by certain people or institutions acting badly. This standard of living effect is not the only perceived cost of inflation among non-economists: other perceived costs are tied up with issues of exploitation, political instability, loss of morale, and damage to national prestige.
The most popular measure of inflation is the consumer price index (CPI). It is defined as the ratio of the cost of the consumer basket, which has a fixed structure, in the current prices to the cost of this basket measured in the prices of the base period. CPI shows changes in the cost of living or final expenditures of consumers on the acquisition of goods and services. It is important to note that though CPI is a measure of inflation, it is not an ideal measure of the general growth of prices. In particular, according to "Boskin report" 2 , the level of inflation in US estimated based on CPI overestimates real price change on about 1.1%, what leads to significant budgetary loses (total budgetary loses associated with inflation in period 1997-2000 amounted to US$ 1.7 billion) 3 . However, since there is no better measure of inflation available, CPI is used in many countries, including Georgia. Details of CPI computation in Georgia are presented in Section 2.
During transition period in Georgia, there was significant inflation decrease resulting from hard anti-inflationary policy (see Table 1 ). -1992-1995, when high inflation (hyperinflation in 1993-1994) 4 and deep structural unbalances took place as a result of the collapse of USSR and internal armed conflict and the war in Abkhazia; -1996-1997 , when relative macroeconomic stability was achieved such as inflation reduction and some revival of business activity that significantly slowed down the economic recession.
During the first years of independence Georgia experienced significant economic crisis. In 1992-1993 GDP reduced almost by 70 per cent. The economy shifted to the shadow sector. The government unable to collect taxes had to get external debt resulting in significant foreign outstanding arrears. In the same time huge monetary emissions caused hyperinflation (percentage change in end-year consumer prices amounted about 7488 per cent in 1993 and 6474 per cent in 1994).
In 1994 government initiated the process of intensive system transformation based on, in general terms, a transition to a market economy and involved economic liberalization accompanied by the privatization of the state-owned sector. In 1995 national currency -lari (GEL) was introduced and a number of reforms were implemented to stabilize and liberalize the Georgian economy. Subsequent macroeconomic reforms aimed at strengthening the budget, enforcing national currency stability, reducing inflation rate and ensuring economic growth.
In the following years significant progress has been achieved in establishing relative macroeconomic stability (see Table 2 ). Inflation has sharply fallen and reached the level of 4.6 per cent in 2000. After a massive output decline, real GDP started to increase, showed solid growth in 1996 and 1997 (11.2 per cent and 10.7 per cent, respectively), stabilized at the level of about 3 per cent in 1998 and 1999, and decreased to 1.9 per cent in 2000. Deficit of the state budget decreased from 6.6 per cent of GDP in 1996 to 4.5 per cent of GDP in 1999 (3.7 per cent of GDP in 1998) and 3.5 per cent in 2000. To summarize. Since mid-1994, the Georgian authorities has been implementing stabilization and structural reform program, however, observed persistence of relatively large budget deficits, problems with their financing, and vulnerable exchange reserves position, suggests that macroeconomic environment in Georgia still cannot be considered as stable.
It has to be mentioned that in the period of relative macroeconomic stability, inflation was also rather unstable (see Figure 1) . Figure 1 . Dynamics of Georgian CPI in the period : February, 1996 -June, 2001 Note that CPI itself is detrmined as the change of weighted average of the price level of goods and services included into the basket (i.e., individual components). Consequently, there is no need for all prices of invidual components to follow the pattern of changes of an aggregate indicator of the price level (CPI), and changes of the price level of individual components (invidual inflations) differ significantly from the changes of CPI (see Figure 2) . 5 It is assumed that weights of subgroups of goods and services included to the consumer basket reflect shares of all prices whose changes correspond to a given interval. Groups of goods and services, whose prices increase more (or less) than others are detrmined and effects of relative price changes are discussed. In the last section the list of goods and services having the biggest/smallest impact on the general price level in the period cosidered is presented.
INFLATION MEASUREMNT AND STRUCTRUE OF CPI IN GRORGIA
The system of price indicators, estimated by statistical authorities in Georgia ( In the transition period (i.e., from 1992 to 2000) weights of goods and services included in the consumer basket changed several times (in 1993, in 1995, and in 1997) .
Currently, the set of weights of the consumer expenditures established for 1997 is used for CPI estimation. The current structure of the consumer basket is presented in Table 2 . The registration of prices is carried out by the sample method in different localities and the results are published for 8 main groups and 56 subgroups of the consumer expenditures (groups and subgroups as in Table 2 ).
It should be noted that although CPI is determined as weighted average of individual components (goods and services included to the consumer basket), i.e., where K denotes the number of goods/services in the consumer basket (number of individual components of CPI), 
DYNAMICS OF RELATIVE PRICES AND INFLATION
At any level of desegregation of consumer price index and any frequency of observations it is evident that the changes in prices of separate goods/groups inside the consumer basket are different. As a result, the relative prices of commodities/services or groups of goods/services included in the consumer basket change significantly over time, and, consequently, they change the characteristics of the distribution of individual inflations.
Since the early of seventeens (i.e., since the oil crises) the link between inflation and relative price variability has been in the center of economic dispute.
7 They found that the general price level and the variability of individual inflation rates move in the same direction.
The number of economic models aimed to explain links between volatility of relative prices and inflation level have been developed. However, up to now the nature of causation remains unclear. In particular, some of existing theoretical models show that it is the increased variability of individual inflation rates that rises the level of inflation 8 , while the others models show different direction of causality, i.e., that increased inflation level increases volatility of relative prices 9 . Moreover, empirical research in the area still cannot unanimously confirm the direction of causality.
10
To summarize the current state of knowledge, one could say that there are theoretical and empirical reasons to state that there is strong correlation between variability of individual prices of goods/services or groups of goods/services included in the consumer basket and the 7 See Fisher (1981) for the overview of related literature. 8 See, e.g., Ball and Mankiw (1994) . 9 See, e.g., Mussa (1977) , Shleshinski and Weiss (1977) . 10 See Fisher (1981) . We have to recognize that while brief inspection of Figure 4 does not give a conclusive answer to the question on the nature of the relationship, however, a positve correlation between inflation and measure of relative price variability is visible.
CHARACTERISTICS OF DISTRIBUTIONS OF INDIVIDUAL INFLATIONS
It was shown that at the given level of inflation and variance of individual prices of goods/services included in the consumer basket, some forms of the distribution of individual inflations cause the increase in the general level of inflation and others cause the reverse process. For example, the distribution of individual inflations characterized by the positive value of the skewness contributes to the growth in inflation; if the skewness is negative, it slows down the inflation. The change in the standard deviation and skewness of the distribution of individual components of the annual inflation is shown in figure 1. One can see that during the whole period of time the value of the skewness is positive. However, the skewness and the standard deviation decrease from year to year, which is indicative of the gradual stabilization of economy of the country. 
RELATIVE PRICE ADJUSTMENT
Evaluating relative price variability and characteristics of distributions individual inflations does not give any insights into factors behind these price changes. Moreover, it does not indicate whether any actual relative price shifts take place in the economy (it is possible that even during periods of persisting high relative price variability, relative prices measured at the end of the sample period did not change and the variability as detected by variance and skewnees resulted from different paths of catching up with inflation among sectors). Thus, to observe relative price changes it is necessary to examine relative price changes on cumulative basis.
Of course, there is in the case of Georgia (as in other transition economies) there is no doubt that high relative price variability was indeed accompanied by significant relative price change, since as a result of many economic shocks the price structure become similar to the structure observed in the developed market economies. However, magnitude of these price adjustments have been a subject of hot debates of economists and politicians.
The change in relative prices in the period of market reforms in Georgia can be characterized with the help of relative prices index RP j for selected groups of goods/services:
where π j,t -individual inflation of j-th component of CPI at the time t, CPI t -the value of CPI at the time t.
As a base period (t = 0) the first quarter of 1996 was chosen, i.e., π j,0 =CPI 0 =RP 0 =1.
According to this definition, the starting relative prices for all analyzed groups of goods/services in the end of the first quarter of 1996 are equal to 1. If in a certain period (quarter) the index of relative prices of j-th group of goods/services is lower than 1, this means that in this quarter the increase of prices for the j-th group of goods/services was lower that the aggregated increase in prices in the economy of the country, and that the relative price of this group of goods/services in this quarter decreased, and in contrary, relative price index bigger than one indicates relative improvement of the given price. Table 4 Presents the results of the relative price adjustment of main groups of goods and services. Groups of goods and services whose prices in the period Q1:96-Q4:01 increased more than the overall relative price index are shadowed. It intersting to divide goods and services included into the basket into two following categiries:
(1) goods and services with administratively regulated prices (2) goods and services with free market prices.
To show the scale of the adjustment processes in these two categories of goods and services we identified these individual categories for which the government (national or local)
can be considered a price setter. Administrative controls are often vague and excercised through different channels (see Wozniak 1997 Wozniak ,1998 ) therefore compiling the comprehensive list is complex task and it is beyond the scope of this analysis.Thus, due to insufficient disaggregation, the group of goods and services under administrative control contains broad composite categories which are subject to controls as a whole, however may include some items with free market prices. The resulting outcome should be therefore considered as illustrative one. Nevertheless, it follows from Figure XX that Georgia make a significant progress in adjusting its administrative prices. Most of administratively regulated prices rised much more than the general price level (prices for communication, fuel and power, and public transport). Some of them follow the change of the general price level (...), and some of them rised much less than the general price level (prices for alcohol beverages and medical care).
In the group of goods and services with non administratively regulated prices (free market prices), the change of prices inthe period considered was also not identical (see Figure  XXX) .
It follows from figure 15 that the prices for paid services had the highest growth in Georgia as in all other countries with transitional economies. The peak of the growth was observed in the end of 1994 and the beginning of 1995. The prices for food products grew in a fashion similar to the general level of prices in the country.
Apparently, the prices for separate goods inside the groups grew at a different rate. The figures 16a and 16b show the changes in the relative prices of major commodities groups in cumulative terms. One can see that the relative prices of alcoholic beverages grew slower than the prices of other food products, i.e. it was a relative fall. The prices for tobacco also grew slower that the general level of prices in the country. Figure 2 . Figures 16c и 16d show the changes in relative prices of goods/services connected with education and health, the prices for which was established administratively and is controlled by the government. Rent, water and house repairs Electricity, gas and other fuels Source: NSC, Authors' calculations It is essential that if the relative price of some commodities subgroup decreased (increased), it does not mean that the relative prices of all goods included into this subgroup decreased (increased). However, because NSC does not provide detailed data, it is necessary to extrapolate the results for the subgroup to all constituent goods.
CONCLUSIONS
It is possible to conclude that the major components of CPI, which determined its growth in the period from 1993 to 2000 were paid services, major food items ("Bread, bread products, and cereals", "Meat, poultry, and fish"), household goods, and goods, the prices of which is established by the government ("Housing, water, electric energy, gas, and other kinds of fuel"). Taking into account such groups of goods/services as "Rent, water, and house repairs", "Health", "Education", and "Household goods", one may conclude that the growth of prices of these groups of goods/services was apparently the major component of inflation in 1993-1995. Though the distribution of individual components of inflation from year to year is characterized by smaller variance (standard deviation) and smaller skewness, one can hardly expect any fast termination of the process of changing the structure of relative prices. As the relative prices for many goods, the nominal prices of which are established administratively or are controlled by the government (for example, the prices for alcohol, tobacco products, energy carriers), fell considerably, one should anticipate their increase, the more so that a possible increase in the size of the excise tax for these goods may be a source of additional revenue for the government budget. 
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